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ACCUMULATED DEPRECIATION OF COMMUNICATIONS SYSTEM
{IN MILLIONS)
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...........
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Column A Column B

Balance at
beginning
of period

" For the year ended December 31} 1994:
Communications system in service . . $3,197
Furniture, fixtures and office equipment as50
Other property and -equipment e e 250
Total coe $4,297
CEEEERD

For the year ended December 31, 1993:
Communications system in service . $§3,140
Furniture, fixtures and office equxpment 769
Other property and equipment . . . . 242

i Total

o oe bk

’ the yvear ended December 31, 1992:
L. munications system in service . §3,170
Furniture, fixtures and office equxpment €18
Other property and equipment 199
Total $3,987

Additions
charged

to expense

$ B8s8s
248

26
$1,160
EEEREX
$§ e88
213

S1

$ 9s2
EBONERT
$ 599
193

51

$ 843
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Balance
at end
{deductions) of period

$4, 349

$3,197
850

Column D Column E
Other  Balance
Retirements Additions
or sales
S (834) $. (8)
(219) (6)
(41) 0
$(1,094) $ (14)
$ (60S) $ (26)
(99) (33)
(38) (S)
$ (742) $ (64)
s (590) $ (39)
(59) 17
{18) 10
$ (667)
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VALUATION AND QUALIFYING ACCOUNTS
ALLOWANCE FOR UNCOLLECTIBLES
(IN MILLIONS)

Balance at

Beginning Deductions
of Period Additions (Write-Offs)
s211 394 379
189 346 324
156 411 378

Schedule VI

Balanc:
at End
of Perioc
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1T MCI '» -

", largest and fastest growing diversified communi-
companies. MCI offers consumers and businesses
.t portfolio of services including long distance,
¢, local access, paging, Internet software and
-« nformation services, outsourcing, business soft-
-ivanced global telecommunications services, and
fistribution and merchandising.

Hkhaadquaﬂered'ih Wésﬁingtdﬁ;‘i).c.’; is one of 'thé - ; |

Lholders who want information in addition to
.11l reports can contact MCI's Investor Relations
rrment at 1-800-765-2115
otz 640-5834@mcimail.com)

- prmation on MCI® products and services contact:

wasumers: 1-800-444-3333
¢ .nvvxs Customers: 1-800-937-6000
+-kMCI BUSINESS: 1-800-955-5195
et hitpd/fwww.mci.com

. THE BACK COVER:
.1 uunveiled its new logo to symbolize its unique

cmpetitive position following the passage of the

lecommunications Act of 1996. The new “star-burst”

+ represents MCI’s heritage as a creator of innovative

P es fqr its customers. The ldgo and its colors -—
/] traditional orange and a vivid blue — illustrate )
j¢ company’s energy and strength as a global communi-
ns leader for the New Century. V
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TO MCI's STOCKHOLDERS:

A REMARKABLE YEAR
By any measure, MCI® had a remarkable year in 1995.

We had outstanding calling volume, revenue growth, oper-
ating income and earnings. It is clear that long distance is one
of the world's most dynamic and healthy businesses and that
MC! continues to lead the growth of our industry.

Perhaps most important of all was how we prepared vour
company for the future — a future that includes new
competitors and the greatest growth opportunity in
MCT’s history now that the local telecommunications
market is open to competition.

In last year's letter, I said that 1995 would be a piv-
otal year. It was. We delivered on our goal to grow
our core long distance business. We also made great
progress in our goal to leverage the core business into
“contiguous markets and to integrate digitized con-
tent and delivery.

In 1995, MCI became much more than a long dis-
tance company. We became one of the world’s most
diversified communications corporations. We made strategic
investments in areas such as information technology, global
services and wireless communications. We also developed
ways to create and deliver digitized content. We became more’
because our relationships with our customers have changed
and so has the definition of our business.

In the past, MCI had a transactional relationship with our
business customers, principally carrying their voice and data
traffic. Later, we served a consultative role by helping them
design their telecommunications networks. Today, as the
needs of our customers have changed and our portfolio of
services has grown, we have become their strategic partner,
integrally linked with our customers’ businesses.

Our relationship with customers in the residential market
also has changed. Consumers are increasingly using sophisti-
cated MCI services such as electronic mail and paging.

No company has been as aggressive or effective as MCl in
providing customers with new products and services. And
our ability to innovate, to market new products, and to con-
tinue to address the marketplace better and faster than others
will ensure our success in the future as it has in the past.

Success in the telecommunications market is no longer a
simple matter of price. Success today is about meeting com-
plex customer needs with valuable services — something
MCI has been doing since its inception.

MC1 COMMUNICATIONS CORPORATION AND SUBSIDIARIES

STRONG RESULTS

We certainly pleased our customers tn 1995, as evidenced by
another year of record revenue. And, as our stockholders
asked us to, we have begun reporting our core business and
ventures and developing markets separately.

For the full year, revenue was $15.3 hillion, an increase of
$2 billion, or 14 percent, over 1994 revenue of $13.3 billion.
The core business drove this growth with revenue of
$15 billion, which was a 13 percent increase from 1994.

Excluding special charges, overall net income rose
to $1.1 billion in 1995, a 20 percent increase over
1994 net income of $887 million. Earnings per share
was $1.55, a five percent increase over $1.47 for
1994, excluding charges in both years.

Operating cash flow grew to $3 billion, a 26 percent
increase over $2.4 billion in 1994. This improvement
resulted from new efficiencies in our business, largely
from efforts to streamline our operations, which

Bert C. Roberts, Jr.  began in the third quarter of 1995. MCI recorded

special pretax charges of $831 million as part of our restruc-
turing actions. Including these charges and charges recorded
in the prior year, 1995 earnings per share was 80 cents versus
$1.32 for 1994.

MCI's marketplace is full of positive trends. It is clear that
communications are increasingly being used by people to
conduct their everyday lives. Our growth has come from our
agility and the quickness with which we identify and capitalize
on these trends.

In 1995, a full one-third of the new customers we gained
in the residential market came to us through newly intro-
duced brands.

MCI also had a combined 20 percent increase in revenue
from products such as 1-800-COLLECT®, cailing cards and
800 numbers. The enhanced Friends & Family® brand
enjoyed another strong vear as well.

Business markets had strong growth in 800 and interna-
tional services. Data services revenue exceeded $1.5 billion in

1995, a 34 percent increase in revenue over 1994. In the ncar
future, our business customers will transmit more data traffic
- than they do voice traffic. This is a very significant change in
the way customers are transmitting information, and our data
services have expanded to reflect this trend.



_ECOMMUNICATIONS LEGISLATION: THE GREATEST
PORTUNITY IN MCH HISTORY
On February 8, 1996 — a day we declared “Independence
Day” for local telephone customers — President Clinton
signed legislation that reforms antiquated laws which have
been on the books for more than 60 years.

This legislation opens to competition a massive, $500 bil-
lion communications and information market with exploding
growth potential. The players in this market will use innova-
tive new products and services and increased geographical
reach to literally change the way the world communicates and
functions. The new, highly advanced services that competition
will create will produce still more demand, more services,
and more growth for the successful companies operating in
this market. .

For MC], the opening of the local telecommunications
market represents the greatest opportunity in our history. The
last time we faced a similar opportunity was in 1985 — the
year “equal access” freed customers from dialing extra num-
bers to place their long distance calls. Then, we looked at
competing in a $46 billion long distance market, which has
grown into a $75 billion market. Now, the newly opened local
market is more than $94 billion and is estimated to grow to
~128 billion by 2002.

Not only does MCI now have an extraordinary revenue
~pportunity by offering local services, we have the chance to
cut deeply into access costs that are 46 percent of our revenue.

The local market is also as rich as it is big. While operating
cash flow for the long distance industry is a healthy 20 percent,
the seven regional Bell operating companies (RBOCs) have an
operating cash flow of 46 percent.

One of MCI’s distinguishing characteristics is how we view
customers. We don’t have the inherited customer base of a
monopoly — we fought for every customer we have. And,
over the last five years, the company has captured nearly
40 percent of the entire growth of the long distance market,
which has more than 500 competitors. Maybe that’s why MCI
is often characterized as our industry’s best marketer.

We have a variety of ways to pursue the vast local market,
including partnering with other companies to construct and
use an alternative local network. We can also enter into dis-
counted resale agreements with the RBOCs.

Finally, we have the resources of MClmetro™. At the end
of 1995, MClmetro had 38 local city networks operational in
25 major U.S. cities with 10 local service switches installed.
MClmetro currently has regulatory approval as a competitive
local exchange carrier in 15 states, with applications pending
n five additional states. We will use MClmetro to expand the

livery of enabling technologies to our customers, and to
drive access cost reductions.
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LEVERAGING THE CORE BUSINESS INTO

CONTIGUOUS MARKETS

Contiguous markets are markets in which our services can be
integrated with the MCI network and support systems and
delivered to customers in a valuable package. In 1995, we made
key investments to broaden our portfolio of services.

In September, we purchased Nationwide Cellular Service,
Inc., the largest independent reseller of cellular phone service
in the country, for approximately $210 million. While others
are investing billions in wireless infrastructure, the acquisition
of Nationwide and other agreements have given us access to
more than 75 percent of the U.S. population, including all of
the top 100 U.S. markets. We accomplished this for a fraction
of the cost of a massive build-out.

We introduced consumer and business customer cellular
services in 1995, Qur business service is initially available in
top 10 markets and will be expanded nationally.

Celiular service can be integrated with our other wireless
product: paging. MCI had tremendous success in the market-
ing and selling of paging products in 1995. In our first year
of offering service, MCI became the fastest growing provider
of pagers in the country.

One of the most promising opportunities for MCI is in
professional services and information technology (IT), which
combined will be a $250 billion market in 1999. This market
includes call center outsourcing, network and computer
consulting and systems integration.

MCI has already used our skills in operating the world’s
most technologically advanced call centers. We are providing
services to customers such as Reader’s Digest and Compag.
We are also providing customer service for Microsoft's
Microsoft Network.

In November 1995, MCI acquired SHL Systemhouse Inc.
for approximately $1.1 billion to offer customers a wide range
of computing consulting and outsourcing services.

MCI is combining our network products with SHL's com-
puting, consulting, and outsourcing expertise. SHL has more
than 6,000 IT professionals and staff and is a recognized
leader in helping customers transform their earlier generation
mainframe technology to advanced client/server systems.

MCI and SHL have already introduced a suite of Enterprise
Management Services to address customers’ network, comput-
ing and systems requirements. For example, in early 1996 we
installed a new system to handle all emergency 911 calls in the
five boroughs of New York through a system buiit by SHL.



SHL will also serve us well in marketing and selling services
through our alliance with Microsoft, which was announced
in January 1996.

MCI and Microsoft will jointly develop and market a vari-
ety of Internet and network services. The alliance aligns two
tremendous forces: MCI’s marketing and network distribution
capabilities and Microsoft’s strength in the computer software
and applications market. The net result is that customers will
be able to get state-of-the-art networking and Internet capa-
bilities packaged with a variety of other MClI services.

Our investments should give you an understanding of why
I am so optimistic about our future not only in the U.S., but
around the world.

In 1995, Concert'— the joint venture company formed
by MCI and British Telecommunications plc, which is provid-
“ing worldwide voice and data services for multinational

- customers — continued to build on its substantial industry
lead. Concert has quickly established itself as the premier
international alliance, and the Concert network is deployed in
more than 50 countries. MCI and BT also have more than
$1 billion in contracts and 2,500 customers of services such
as Concert Virtual Network Services, Concert Frame Relay
Service, and Concert Packet Services.

In Mexico, AVANTEL®, MCl’s joint venture with Grupo
Financiero Banamex-Accival (Banacci), is progressing very
well. We began construction of a 3,200 mile fiber-optic
network in 1995 that will connect Mexico City, Monterrey,
Guadalajara, and 30 other Mexican cities. In fact, by the end
of the first quarter, we will have 75 percent of network
construction completed.

When the $7 billion Mexican telecommunications market
opens for competition in August 1996, the joint venture will
offer a full range of domestic and international business ser-
vices. We will offer full switched long distance services for the
entire market beginning in January 1997.

INTEGRATING DIGITIZED CONTENT WITH DELIVERY

Powerful content is driving the need for expanding bandwidth
requirements. We see the integration of content creation and
its delivery as a very important element in serving customers.
That’s why we’ve invested in and partnered with The News
Corporation Limited.

News Corp. is the premier global creator and distributor of
content. [ts properties include the Fox Broadcasting Network;
Tiventieth Century Fox movie studio; HarperCollins publishing;
more than 130 English-language newspapers and magazines,
including TV Guide; BSkyB, the leading pay subscription satel-
lite TV service in the U.K.; and STAR TV satellite service, which
reaches two thirds of the world's population.

"Concertis a mark of the Concert Communications Company.
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MCI has the unique opportunity to take advantage of the
incredible abundance of News Corp. properties. We can use
News Corp.'s expertise to develop new services that can be
delivered online or through digital satellite. In January, MCI
worn the last satellite license that spans across the entire U.S.
for $682 million.

Together with News Corp., we will be able to offer a
distribution service not only in the continental U.S., but
around the globe by late 1997. News Corp.’s vast experience
will serve us well in offering specialized information and
entertainment programming to the home. We also intend to
exploit many untapped business market applications, such as
delivering software, corporate information, distance learning
and training programs.

GREAT OPPORTUNITY AHEAD
Throughout our history, MCI has done what others thought
was impossible.

In addition to identifying and seizing big market opportu-
nities in the long distance industry, we’ve actually created new
markets by introducing competition where none previously
existed. Two recent examples are call center outsourcing and
the collect calling market.

Today a large new opportunity is ahead of us. To succeed,
we will do what we always have done — use our creativity
to develop new markets and capture opportunities with our
unique energy and spirit.

We plan to continue to leverage our creative advantages
and to join with powerful partners. We will also implement
our ideas better and faster than anyone else through our
“infostructure,” which combines our marketing and mer-
chandising ability, databases, customer service platform and
distribution channels.

With the momentum of our performance and these
strengths, we can confidently answer the question of how we
will continue our tremendous record of success in the new
communications and information market.

We know the game we're in because we've been here
before. In fact, we helped create it.

- - Now is the time for MCI to again do what we instinctively

do best — create, compete and win.

Lo & oot

Bert C. Roberts, Jr.
Chairman and Chief Executive Officer

February 24, 1996
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SELECTED FINANCIAL INFORMATION

ar ended December 31, 1993 1994 1993 1992 1991

n mllions, cxcept per share amounts and employees)

RESULTS OF OPERATIONS

REVENMUE ... oo S 13205 $13,.338 $11,921 $10,562 $9,49]
Total operating eXPenses ..............coovieiiiiiniiiiniaa... (14.147) (11,882) (10,653) (9,351) (8,400)
Income from OPerations ................c.oooeruiiinnennnn... 1118 1,456 1,268 1,211 1,091
Equity in income (losses) of affiliated companies .............. LI87) (4) (2) (2) )
Income betore extraordinaryitem ........................ ... S48 795 627 609 551
NEL ICOIMIE - oo ettt et e e e e et 348 795 582 609 551
Earnings applicable to common stockholders .................. 348 794 581 589 522
Earnings per common and common equivalent share ......... 80 1.32 1.04 RNY 1.00
Cash dividends pershare ..................... ..l 03 .05 .05 .05 .05
BALANCE SHEET .
Gross investment in property and equipment.................. $ 15547 $ 13,408 $11,618 $10,316 $ 9,684
TOtal ASSELS ..ottt e e 19,301 16,366 11,276 9,678 8,834 -
Long-term debt . .......... ... 3444 2,997 2,366 3,432 3,104
Stockholders equity ........... ... . 9,602 9,004 4,713 3,150 2,959
CASH FLOW

as  Cash from operating activities ................................. $° 2,979 $ 2,355 $ 1,978 $1,726 $ 1,271
Capital expenditures for property and equipment ............. 2,866 2,897 1,733 1,272 1,377
\cquisition (disposition) of businesses and

investment in affiliates and News Corp...................... 2,737 284 8 (22) -

OPERATIONS
Capacitycircuit miles ....... .. ... ... ... 6,786 4,767 3,556 2,107 1,888
Billablecalls ......... ... ... ... ... .l 23,365 19,411 16,484 14,245 12,189
Number of full-time employees ............................... 50,367 40,667 36,235 30,964 27,857

In September and November 1995, the company acquired all of the outstanding shares of common stock of Nationwide Cellular Service, Inc. and SHL
Systemhouse Inc.. respectively. Thesc acquisitions were accounted for as purchases; accordingly, the net assets and results of operations of the acquired compa-
nies are included in the information above since their respective acquisition dates.

In 1994, British Telecommunications plc (BT) completed the purchase of 136 million shares of the company’s Class A common stock for $4.3 billion, which
resulted in a 20% voting interest in the company. This was achieved by the issuance of 108.5 million shares of Class A common stock to BT for $3.5 billion on
September 30, 1994 and BT’s conversion of 13,736 shares of Series D convertible preferred stock, purchased for $830 million in june 1993, into 27.5 million
shares of Class A common stock. This investment is reflected in stockholders’ equity.

MCI COMMUNICATIONS CORPORATION AND SUBSIDIARIES



OVERVIEW

The following discussion and analysis provides information
that management believes is relevant to an assessment and
understanding of the company’s consolidated results of opera-
tions and financial condition. The discussion should be read
in conjunction with the consolidated financial statements and
accompanying notes.

The company operates predominantly in a single industry
segment, the telecommunications industry. The industry
consists of a wide range of telecommunications services to
residential and business customers, including domestic and
international long distance voice and data services, telecon-
ferencing and electronic messaging services, which are the
markets in which the company has historically operated (core
business). Management has embarked on a strategy to expand
the company’s busineéss into certain developing markets, includ-
ing the local, wireless, information technology and multimedia
markets, which is discussed in further detail in the Enterprise
Reporting section of Management’s Discussion and Analysis.

FINANCIAL SUMMARY

In 1995, total revenue grew $1.9 billion or 14% over the prior
year versus $1.4 billion or 12% in 1994. Revenue from the
company’s core business grew $1.7 billion or 13% and traffic
increased 16% over 1994. The company’s revenue growth
from its core business in 1995 was approximately 33% of the
total long distance industry growth, estimated to be approxi-
mately $5 billion.

1995 vs. 1994 1994 vs. 1993
Increase in core
business revenue . ........ 13% 12%
Increase intraffic .......... 16% 12%
Revenue to traffic variance . . (3)% Y%

In 1995, the company’s variance of (3)% between revenue
growth and traffic growth in the core business was due primar-
ily to growth in large account and carrier marke! traffic, which
typically carries both a lower average revenue rate and lower

- overall costs, and due to increased volume and promotional
discounts for consumer market customers. International growth
of 33% in 1995 and 20% in 1994 continued to affect the revenue
to traffic variarice favorably.

Income from operations decreased 23% to $1,118 million

in 1995, which followed a 15% increase in 1994. In 1995, 1994
and 1993, operating income was affected by special pretax
operating charges of $736 million, $133 million and $150 mil-
lion, respectiyely. Excluding these charges, which are discussed
below, operating income and margins would have been $1,854
million or 12.1% in 1995; $1,589 million or 11.9% in 1994:
and $1,418 million or 11.9% in 1993.

MCI COMMUNICATIONS CORPORATION AND SUBSIDIARIES

RAANAGEMENT'S DISCUSSION AND ANALYSIS

REVENUE
in millions of dollars

BILLABLE CALLS

in midlions

Earnings were $548 million or $.80 per share for 1995;
$794 million or $1.32 per share for 1994; and $581 million or
$1.04 per share for 1993. Excluding special items in 1995, 1994
and 1993, and an extraordinary loss on early debt retirements
in 1993, earnings per share would have been $1.55, $1.47 and
$1.28, respectively. The September 1994 issuance of 136 million
shares of Class A common stock to British Telecommunications
plc (BT) had a full year dilutive impact on earnings per share
in 1995 versus 1994 and 1993. In 1995, earnings per share was
also negatively affected by the results of the company’s recent
business acquisitions and investments in ventures and develop-
ing markets. ‘

In 1994, BT completed its purchase of 136 million shares of
the company’s Class A common stock for $4.3 billion, which
resulted in a 20% voting interest in the company. This was
achieved by the issuance of 108.5 million shares of Class A
common stock to BT for $3.5 billion on September 30, 1994
and BT’s conversion of 13,736 shares of Series D convertible
preferred stock, purchased for $830 million in June 1993, into
27.5 million shares of Class A common stock.

During the third quarter of 1995, the company implement-
ed a reorganization designed to increase efficiency, enhance
marketplace effectiveness and improve business focus. The
reorganization was largely in response to the rapid changes in

 business scope, technology and regulation affecting the
telecommunications industry. The company consolidated its
core business and centralized major administrative functions.
The core business includes network operations, information
systems and the former Business Markets and Consumer
Markets groups. In connection with the reorganization and
other third quarter 1995 events, the company recorded special
pretax charges of $831 million. After the applicable tax benefit,
the charge resulted in a reduction to earnings of $318 million,
or $.75 per share.
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MANAGEMENT'S DISCUSSION AND ANALYSIS conminuep

1994, the company recorded special pretax items totaling

48 million, which related primarily to reduced utility of
older asynchronous fiber-optic transmission equipment and
product launch costs. In 1993, the company recorded a special
pretax charge of $150 million primarily associated with a
strategic realignment and streamlining of engineering and
network operations. Also, 1993 results included an extraordi-
nary loss of $45 million, net of tax benefit, for the early
retirement of debt.

MARKET TO BOOK
RATIO

BOOK VALUE PER
SHARE

in dollars

BUSINESS ACQUISITIONS AND INVESTMENTS IN

VENTURES AND DEVELOPING MARKETS

In November 1995, the company acquired all the outstanding
shares of SHL Systemhouse Inc. (SHL) for U.S. $13 per share
or approximately U.S. $1.13 billion. The company anticipates
that SHL, a Canadian corporation which provides information
technology services to commercial and government enterpris-
es, will provide it with theability to design, build and manage
information solutions that integrate computing and commu-
nications téchnologies for its business customers.

In September 1995, the company acquired all the outstand-
ing shares of Nationwide Cellular Service, Inc. (Nationwide)
for approximately 5210 million. The acquisition of Nationwide
represents part of the company's strategy to provide wireless
services integrated with other company services for both con-
sumer and business customers. In addition, during 1995, the
company negotiated agreements with a number of cellular
companies to purchase wireless services for resale. These agree-
ments, including arrangements that Nationwide has with other

cellular carriers, give the company the ability to market wireless

services in the top 100 U.S. markets.
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In August 1995, the company made an initial investment of
$1 billion in The News Corporation Limited (News Corp.).
The investment was comprised of (i) an aggregate of 51 pre-
ferred shares of two U.S. subsidiaries of News Corp. (News
Triangle Finance, Inc. and News T Investments, Inc.) with a
stated value and liquidation preference of $850 million and
bearing a dividend rate of 5.147% (which is eligible for the
dividend received deduction under current income tax laws)
and (ii) a four year warrant (purchase price of $150 million)
1o acquire up to approximately 155 million News Corp. ordi-
nary shares for $850 million. The exercise price of the warrant
is payable, at the company’s option, in cash, through the sur-
render of the preferred shares or a combination of both. In
addition, the company has an option for five years to invest an
additional $1 billion under the same terms and for the same
consideration as its initial investment. Under certain circum-

. stances, News Corp. shall have the right to cause the company

to make the additional $1 billion investment or a portion
thereof. In January 1996, News Corp. exercised a portion of
this right by requiring the company to invest $350 million in
the first half of 1996. As a result of the alliance with News
Corp., the companies are working together on the formation
of ventures in the multimedia service arena, including a direct
broadcast satellite (DBS) venture. .

During 1995, the company also invested a total of approxi-
mately $800 million in other ventures and developing markets,
including Concert Communications Company (Concert),
AVANTEL S.A. de C.V. (AVANTEL) and MClImetro, Inc.
(MClImetro). Furthermore, in January 1996, the company and
Microsoft Corporation announced their intent to enter into a
strategic alliance to jointly market and develop a range of ser-
vices in the on-line, Internet and networking markets.

These acquisitions and investments are discussed in more
detail in the Enterprise Reporting section.

CURRENT LEGISLATION

On February 8, 1996, the Telecommunications Act of 1996 (the
Act) was signed into law. This legislation constitutes the most
comprehensive revision of the United States’ communications
policies in more than 60 years. The Act eliminates legal barriers
to competition in the local telephone market and, at the same
time, contains provisions intended to protect consumers and
businesses from unfair competition by the seven regional Bell
operating companies (RBOCs). The RBOCs will be able to offer
long distance services outside their regions immediately, but
will be barred from offering in-region long distance services
until they have opened their own markets and face facilities-
based local competition. Further, the entry of an RBOC into the
long distance market in its region requires the approval of the



Federal Communications Commission (FCC) which, in consul-
tation with the Department of Justice, must find such entry

to be in the public interest. With the passage of the legislation,
the company can enter local telephone markets by building

new facilities, reselling local network capacity, and partnering
with other new market entrants, including other long distance
companies. It is too soon to determine the legislation’s eventual
impact on the company'’s financial position and results of
operations.

RECENT ACCOUNTING PRONOUNCEMENTS

In October 1995, the Financial Accounting Standards Board
(FASB) issued Statement of Financial Accounting Standards No.
123 (SFAS 123), “Accounting for Stock-Based Compensation.”
SFAS 123 establishes financial accounting and reporting stan-
"dards for stock-based employee compensation plans and is
effective for fiscal years beginning after December 15, 1995. The
company expects to continue to apply the accounting provi-
sions of Accounting Principles Board Opinion No. 25,
“Accounting for Stock Issued to Employees,” in determining its
net income. However, beginning in 1996, additional disclosures
will be made about the estimated compensation expense under
the method established by SFAS 123.

RESULTS OF OPERATIONS

REVENUE

In the business market, revenue and traffic showed continued
growth in 1995 and 1994, which was driven by increases in
most segments, particularly mid-sized customer, large account
and carrier segments. Revenue increases in 1995 were primarily
attributable to growth in data products, which grew 34% in
1995, as well as the continued success of the company’s virtual
private network product {Vnet®), MCl Vision® and 800 ser-
vices. The 1994 revenue growth was largely in 800 revenue,
which resulted, in part, from the FCC’s 800 service number -
portability ruling, which took effect in May 1993, and in data
revenue, which increased 35% in 1994, in part, from the com-
pany’s purchase of BT North America Inc. in January 1994,

In the consumer market, revenue and traffic growth in 1995
and 1994 was driven by the company’s Friends & Family prod-
ucts, collect-calling product (1-800-COLLECT), calling card
products and consumer 800 number products.

In 1995, revenue of acquired companies contributed to
approximately 10% of the company’s consolidated year-over-
year revenue growth.

MCi COMMUNICATIONS CORPORATION AND SUBSIDIARIES

TELECOMMUNICATIONS

The principal components of telecommunications expense are
the cost of access facilities provided by local exchange carriers
and other domestic service providers, and payments made to
foreign telephone companies (international settlements) to
complete calls made to toreign countries from the U.S. by the
company’s customers. In the core business, telecommunica-
tions expense as a percentage of revenue declined to 51.9% in
1995 from 52.1% in 1994 and 53.7% in 1993 due 1o reductions
in domestic access and international settlement rates. The
decline from 1993 was also a result of efficiencies resulting
from operator services automation.

SALES, OPERATIONS AND GENERAL

Sales, operations and general expenses increased as a percentage
of revenue to 29.5% in 1995 from 28.4% in 1994 and 27.8% in
1993. The year-over-year increases primarily related to special
charges of $216 million in 1995, discussed below; $70 million
for the launch of networkMCI BUSINESS™ in 1994; and the
$150 million realignment charge in 1993. The 1995 sales, opera-
tions and general expenses also include the cost of hardware
and licensed software of approximately $64 million, which relat-
ed to information technology services revenue of SHL since its
acquisition in Novemnber 1995. Excluding these costs and the
special charges, sales, operations and general expenses would
have been 27.7%, 27.9% and 26.5% of revenue in 1995, 1994
and 1993, respectively. The 1995 decrease in these expenses as a
percentage of revenue was primarily due to cost savings associ-
ated with reorganization efforts, while the increase in 1994 was
primarily due to higher personnel costs, higher levels of adver-
tising and related sales and marketing expenses.

NUMBER OF
FULL-TIME EMPLOYEES

CAPACITY
CIRCUIT MILES

i millions

50.367 6.786
po
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C ZCIATION
eciation expense increased year-over-year by $132 million

» 11% in 1995 and by $206 million or 21% in 1994. These
increases were primarily a result of additions to the communi-
-ations system network, which were made in order to increase
retwork capacity, redundancy and reliability. The 1995 depreci-
ation expense reflected depreciation savings associated with the
asset write-down discussed below. Depreciation expense in
1994 also included a S63 million special charge to recognize the
reduced utility of older asynchronous fiber-optic transmission
equipment and to reflect the results of an asset utilization
‘eview. The company expects depreciation expense to continue
to increase with the expansion of its communications system
network. :

1995 SPECIAL CHARGES
As previously mentioned, the company recorded special pre-
ax charges of $831 million during the third quarter of 1995.
['he charges were comprised of the following three major
components.
The company recorded a $520 million charge for an asset
svrite-down, which reflected a decline in value of certain of
the company’s assets caused by changes in the business and
10logy strategy. The write-down primarily related to
nications systems and administrative assets that have
become redundant or were no longer aligned with strategic
sroduct offerings. The amount of the write-down was mea-
:ured in conformity with the Statement of Financial Accounting
Standards No. 121, “Accounting for the Impairment of Long-
"ived Assets and for Long-Lived Assets to Be Disposed Of,”
~hich the company adopted in the third quarter of 1995. Under
this standard, charges were taken for the difference between the
zurrent carrying value and the estimated fair value of such
1ssets at the expected disposal date. In the company’s case, the
fair value of most of the assets covered by this write-down was
deemed to be salvage value. Disposal or abandonment of sub-
stantially all of these assets occurred by December 31, 1995.
The company also recorded a $216 million charge in sales,
operations and general expenses, which related primarily to
‘eorganization costs. These costs included approximately
350 million of severance associated with a workforce reduction,
$55 million of lease obligations and penalties associated with
“acating facilities, and $45 million of costs to modify and ter-
minate contracts associated with changes in the business
organization and strategic product offerings. The remainder of
he charge included other costs associated with the company’s
ausiness reorganization and certain legal costs. The company
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expects to reduce its workforce by approximately 2,800 employ-
ees, of whom approximately 2,400 had left the company at
December 31, 1995. The remaining employees are expected to
leave during the first half of 1996. The terminated employees,
which included management and nonmanagement, were pri-
marily sales, support and systems engineering personnel
located at business administrative and operations sites. The
company abandoned excess and duplicate facilities at various
business and operations locations due to automation, work-
force reductions and centralization.

As of December 31, 1995, the company had incurred
$55 million of the accrued reorganization costs with the major-
ity of the remaining costs to be incurred during 1996. The
remaining accrual is primarily comprised of costs associated
with lease obligations, severance, modification and termination
of contracts, other business reorganization costs and certain
accrued legal costs. The reorganization accrual is charged when
applicable severance payments are disbursed, or when rental
expense is incurred or lease termination costs are disbursed, or
when contract settlements are completed and payment is dis-
bursed. Other costs are charged as incurred. Cash expenditures
for these expenses were and will continue to be funded from
cash from operations.

In addition, the company recorded a charge of $95 million
in equity in income (losses) of affiliated companies, which
related to several investees where restructuring plans were
implemented in the third quarter of 1995 or where product
offerings were not expected to generate future cash flows
sufficient to recover current carrying values.

As a result of the reorganization, the company expects to
realize annual savings of approximately $100 million in sales,
operations and general expenses. The depreciation savings
from the asset write-down will partially offset increases in
depreciation expense from continuing additions to the com-
munications system.

OTHER

Interest expense decreased in 1995 and 1994 from prior years.
During 1995, the company issued and assumed new debt bal-
ances as a result of the purchase of SHL in November 1995.
The increase in average debt balances and higher interest rates
increased interest costs in 1995 and 1994; however, these
increases were more than offset by increased capitalized interest
due to the company’s increased investment in its communica-
tions system.

Interest income increased significantly in 1995 and 1994
from 1993 due 1o the investment of the BT proceeds received
in September 1994. Interest income declined in the fourth
quarter of 1995 and will continue to decline in 1996 as cash is
used to fund the company’s business acquisitions and its
investments in ventures and developing markets.
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Other expense, net, decreased by $37 million in 1995, which
reflected a $25 million charge recorded in 1994 in connection
with the settlement of two class action suits and the dividend
income of $18 million from News Corp. recorded in 1995.

EQUITY IN INCOME (LOSSES) OF AFFILIATED COMPANIES

The company’s equity in losses from its investment in afhliates,
exclusive of the aforementioned special charge impact, was

$92 million in 1995. The majority of the 1995 losses were
attributable to Concert and In-Flight Phone Corporation.
Equity in losses of affiliated companies was $4 million in 1994,
which included Concert losses that were partially offset by a
gain on the sale of the company’s equity investment in AAP
Telecommunications Pty. Ltd. The company expects losses to
continue in 1996 due to the start-up nature of these and other

~~ investments in ventures and developing markets as discussed in

the Enterprise Reporting section.

WEIGHTED AVERAGE SHARES

Weighted average shares increased approximately 14% in 1995
due to the issuance to BT in September 1994 of 108.5 million
shares of Class A common stock.

ENTERPRISE REPORTING

The company has invested in ventures and developing markets
outside of its core business through acquisitions, alliances and
other strategic initiatives in the local, wireless, information
technology, international and multimedia markets. Investments
in these ventures and developing markets are included in the
company’s financial statements as consolidated subsidiaries,
unconsolidated equity investments, or cost method investments
such as News Corp.

This section segregates the performance of the company’s
core business from its investments in ventures and developing
markets business. The following unaudited information was
prepared using all amounts included in the company’s consoli-
dated financial statements and reflects estimates and allocations
that management believes provide a reasonable basis on which

to present such information. The revenue and income amounts _

include sales of services between the core business and the ven-
tures and developing markets business based upon prevailing
market rates. Administrative expenses are allocated to the
respective enterprises on a fully distributed basis reflective of
actual utilization. Net interest expense is fully distributed based
upon proportionate debt levels reflecting the cash flow of the
respective enterprise commencing on October 1, 1995. Prior to
October 1, 1995, all debt was allocated to the core business

MCI COMMUNICATIONS CORPORATION AND SUBSIDIARIES

except for amounts allocated to support the acquisition of
Nationwide and the investment in News Corp. The consolidated
income tax provision and related tax payments are allocated 1o
cach enterprise based on its tax attributes.

FINANCIAL SUMMARY
For the year ended December 31, 1995, net income (loss) for
the core business and the ventures and developing markets
business was $757 million and $(209) million, respectively.
EBITDA (earnings before interest, taxes, depreciation and
amortization), excluding other income (expense) and equity
in income (lasses) of affiliated companies, was $2,992 million
for the core business and $(46) million for the ventures and
developing markets business for the year ended December 31,
1995. EBITDA, a measure of the company'’s ability to generate
cash flows, should be considered in addition to, but not as a
substitute for, or superior to, other measures of financial
performance reported in accordance with generally accepted
accounting principles. EBITDA, also known as operating cash
flow, is often used by analysts when evaluating companies.
Operating income (loss) for the core business and the ventures
and developing markets business was $1,226 million and
$(108) million, respectively.

The following table summarizes the financial highlights of
these enterprises excluding the aforementioned special pretax
charges.

SUPPLEMENTAL ENTERPRISE REPORTING DATA

Ventures and

Year ended December 31, 1995 Core Business  Developing Markets
(In millions)
Revenue ......... ..., $14,990 $365
EBITDA” (... .ot 3.208 (46)
Operating income {loss)” ... 1,923 (69)
Equity in income (losses) '

of affiliated companies’ . . - (92)
Net income (Joss) ... ...... 1,191 (125)
Capital expenditures . ..., . 2,558 MR

*Amounts have been adjusted to exclude the impact of the special charges.

The following discussion focuses on significant financial and
operational results of the company’s ventures and developing
markets business.

LOCAL SERVICES

MClmetro, the company’s wholly-owned local services sub-
sidiary, provides local fiber-optic capacity and competitive
access services to the company’s core business and other long
distance carriers, large businesses and government users of
telecommunications services. MClmetro intends to become a
single-source provider of comprehensive local wireline
telecommunications services, encompassing voice, data and



10

MANAGEMENT'S DISCUSSION AND ANALYSIS conminuep

anced services in key markets as regulatory authorities per- WIRELESS SERVICES

.. At December 31, 1995, MCImetro had been granted Wireless services revenue for the three months ended December
authority to offer local exchange service in 14 states and had 31, 1995, following the acquisition of Nationwide, was $82 mil-
applications for such services pending in six other states. lion, which was derived from cellular and paging services, as

In 1995, MCImetro installed 10 Class 5 local switches and well as equipment sales. EBITDA for the same period was
conducted testing of its initial set of local service offerings $(5) million and net loss was $(10) million. At December 31,

and support systems. In February 1996, MClmetro offered its 1995, the company had approximately 347,000 cellular service
initial set of local exchange services in Baltimore, Boston and subscribers and 465,000 paging service subscribers. The compa-
Detroit. The initial services encompass basic local telephone ny provides wireless services through resale from facility based
service, business lines, private branch exchange (PBX) trunks wireless service providers.

and access services, which provide businesses with high quality

dedicated access connections to a long distance carrier or WIRELESS WIRELESS REVENUE®
other service provider, as well as enhanced services. CUSTOMER BASE*® in millions of dollars
As of December 31, 1995, MCImetro had constructed 38 in thousonds

operatit;ﬁa] local city networks in 25 cities, which represented

812

an increase of 30 local city networks and 20 cities in 1995. At
December 31, 1995, MClmetro had 2,338 route miles and
3,700 right-of-way miles.

In 1995, MClmetro reported revenue of $108 million on
sales of fiber-optic capacity and competitive access services, of
which substantially all was derived from sales to the compa-
ny’s core business. EBITDA for the year ended December 31,
1995 was $(15) million and net loss was $(17) million. For the

e period, MCimetro made capital expenditures of $265

lion, which were primarily for the construction of its local
city networks and Class 5 switch development.

MClmetro CAPITAL MCimetro LOCAL CITY *1993, 1994 and 1995 includes Nationwide’s operational results
EXPENDITURES NETWORKS prior to acquisition by the company and are shown for com-
in millions of dollars parison purposes only.

265 INFORMATION TECHNOLOGY SERVICES

Information technology services revenue for the three months
ended December 31, 1995, including SHL revenue from the
November 1995 acquisition date, was $126 million, which
was comprised of $62 million of equipment deployment and
educational services, $37 million for consulting and systems
integration and $27 million for outsourcing services. EBITDA
was $1 million and net loss was $(17) million for same period.
Backlog at December 31, 1995 was $1.4 billion, the majority
of which was from the 10 largest contracts. Reported backlog
includes amounts committed under executed contracts or let-
ters of intent. The company expects that approximately 30% of
the backlog will be delivered in 1996. Since revenue depends on
actual usage under service contracts, which may be subject to
termination under certain circumstances, actual revenue for a
particular contract may be higher or lower than the reported
backlog for such contract.

MCIl COMMUNICATIONS CORPORATION AND SUBSIDIARIES
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INTERNATIONAL SERVICES
During 1995, the company invested $66 million in Concert, a
24.9% owned international services venture with BT, which
provides global enhanced telecommunications services for
business customers. This represents the company’s percentage
share of required ongoing capital infusions to the venture. For
the year ended December 31, 1995, the company’s share of
Concert losses reported in accordance with U.S. generally
accepted accounting principles was $(57) million, excluding
Concert’s special charges. Through December 31, 1995, the
company has invested a total of $145 million since Concert’s
launch in july 1994. The company intends to continue making
contributions to Concert in order to maintain its proportion-
ate interest.

For the twelve months ended December 31, 1995, Concert

=~ product sales amounted to approximately $300 million in rev-

enue to its distribitors. Concert services are available through
the company, BT and distributors in North America, Europe
and Asia. Concert provides a complete portfolio of advanced
global communication services to muitinational businesses
worldwide, which include virtual network, frame relay, man-
aged bandwidth and packet services. Monthly revenues for
these services, in the aggregate, grew more than 100% year-
over-year. The Concert network has 6,000 nodes deployed in
over 800 cities in more than 50 countries.

In November 1995, the company increased its investment
in AVANTEL, a 44.5% owned business venture with Grupo
Financiero Banamex-Accival, to approximately $250 million,
which represents half of the company’s total anticipated
investment, the remainder of which is expected to be made
in 1996. In September 1995, AVANTEL received a license
from the Mexican Secretariat of Communications and
Transportation to construct and operate a nationwide fiber-
optic telecommunications network in Mexico. AVANTEL
plans to provide competitive domestic and international long
distance telecommunications services in Mexico when the
market opens for competition for business customers in
August 1996. Certain value added, private line and data
services may be offered prior to that time. A full range of

competitive switched long distance services is expected to be o

offered by AVANTEL to residential and business customers
beginning in January 1997. For the year ended December 31,
1995, AVANTELs capital expenditures were $86 million, and
at December 31, 1995, AVANTEL had installed 1,540 route
miles of its fiber-optic network in Mexico.

MCI COMMUNICATIONS CORPORATION AND SUBSIDIARIES

MULTIMEDIA SERVICES
The company invested $1 billion in News Corp. in August 1995,
and recorded $18 million in dividend income during the period
ended December 31, 1995. The company has the option for five
years to invest an additional $1 billion in News Corp. During
the five year period, under certain circumstances, News Corp.
can require the company to invest the additional S1 billion or a
part thereof. In January 1996, News Corp. exercised a portion
of this right by requiring the company 1o invest $350 million
in the first half of 1996. If the $2 billion investment had been
made and the related warrants exercised at December 31, 1995,
the company would have held a 13.8% voting interest (12.9%
on a fully diluted basis) in News Corp. .
On January 25, 1996, the company submitted the winning
bid of $682 million for the last remaining unallocated DBS
spectrum slot that provides coverage of all fifty states and
Puerto Rico, located at 110-degrees West Longitude. DBS is a
point-to-multipoint broadcast service that uses high-powered
Ku band satellites which are placed in geosynchronous orbit.
The company has paid a portion of the license fee, with the
remainder due upon receipt of the license. In addition, the
company and News Corp. will form a joint venture to enter
United States DBS video, audio and data market. The venture
will offer information and entertainment services to businesses
and consumers. The companies plan to invest approximately
$1.3 billion, on a 50-50 basis, in the venture, and expect to
offer service by late 1997.
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IANCIAL CONDITION, LIQUIDITY AND CAPITAL RESOURCES

CASH FLOWS

Cash from operating activities increased 26% to $2,979 million
in 1995 and 19% to $2,355 million in 1994, which was consis-
tent with the growth in the company’s recurring income from
operations for these periods. A significant increase in interest
reccived, which resulted from a full year earnings of marketable
securities, also contributed to the 1995 increase. Cash from
operating activities has been the company’s primary source of
cash to finance capital expenditures. The 1995 business acquisi-
tions and investments in ventures and developing markets were
funded with proceeds from the BT investment and, to a lesser
extent, from the issuance of commercial paper. In 1994, financ-
ing activitics were a significant source of cash as a result of the
BT transaction and debt issuances. EBITDA, excluding special
charges, other income (expense) and equity in income (losses)
of affiliated companies increased to $3.2 billion in 1995 from
$2.7 billion in 1994 and $2.4 billion in 1993. The increases
were primarily a result of strong revenue growth, which was
partially offset by higher operating expenses.

WORKING CAPITAL
"he company had working capital (current assets less current
bilities) of $(.3) billion and $1.8 billion at December 31,
795 and 1994, respectively. The decline in working capital
was primarily attributable to the use of cash and cash equiva-
lents and the sale of marketable securities to fund 1995
business acquisitions and investments in ventures and devel-
oping markets. Current assets decreased due to a decline in
cash, cash equivalents and current marketable securities of
$1.4 billion, which was offset by increases of $.7 billion in
receivables and $.4 billion in other. The increase in receivables
and other current assets reflected strong year-end business
volumes and acquired company balances. Current liabilities
increased $1.7 billion from December 31, 1994 due to increas-
es of $.5 billion in accrued telecommunications expense and
accounts pavable, $.8 billion in other accrued liabilities and
S.4 billion 11 long-term debt due within one year. The increase
in accrued telecommunications expense and accounts payable
was attributable to the growth in the company's overall busi-
ness and acquired company balances. Other accrued liabilities
increased primarily due to the accrued reorganization costs,
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increases in accrued payroll and related costs and acquired
company balances. Long-term debt due within one year
increased as a result of current maturity on the company’s
long-term debt portfolio.

CAPITAL EXPENDITURES

The company continued to invest in its communications
system in order to increase network capacity, reliability and
performance, and to enhance network intelligence. Capital
expenditures for property and equipment were approximately

$2.9 billion in each of 1995 and 1994, and $1.7 billion in 1993.

The increases in capital expenditures for 1995 and 1994 were
due primarily to increases in capacity, intelligent network and
switch software development, and the company’s continued
deployment of Synchronous Optical Network (SONET) tech-
nology. SONET technology enables high-speed multimedia
applications and information services, as well as advanced
network technologies for improved reliability and delivery of
advanced services. Also contributing to the 1995 increase were
MClImetro capital expenditures of approximately $.3 billion.
In addition to the construction of MClmetro’s SONET-based
local city networks, during 1995, the company accelerated its
deployment of long distance network SONET rings around
major metropolitan areas. SONET rings provide millisecond
restoration of traffic in the event of a fiber cut. In addition,
the company activated the nation’s first commercial network
combining SONET and Asynchronous Transfer Mode (ATM)
technologies called vBNS, very high-speed backbone network
service during 1995. The combination of SONET and ATM
allows the company to combine voice, data and video trans-
missions for unique high-speed applications over a single
channel. Property and equipment retirements were $.9 billion
and $1.1 billion in 1995 and 1994, respectively.

CASH FROM
OPERATIONS

in amsllions of dollars

CAPITAL
EXPENDITURES

in millions of dollars




FUNDING OF CAPITAL EXPENDITURES AND INVESTMENTS IN
VENTURES AND DEVELOPING MARKETS
In 1995, the company funded its capital expenditures, acquisi-
tions of SHL and Nationwide, as well as investments in News
Corp., AVANTEL, Concert and other ventures, through cash
from operations, marketable securities purchased with the pro-
ceeds from the investment of BT and debt issuances. In 1996,
the company plans to spend approximately $3 billion on capital
expenditures, which includes MCimetro capital expenditures,
most of which will be funded with cash from operations. in
addition, the company expects to invest approximately $2 bil-
lion in existing ventures and developing markets, which
includes the company's share of planned DBS venture costs,
additional investment in News Corp., and a 1996 planned capi-
tal contribution in AVANTEL. The company believes that it will
~ e able to meet its current and long-term liquidity and its capi-
tal requirements from cash from operations and existing debt
facilities. The company has a $2 billion bank credit facility,
which expires in July 2000. The bank credit facility supports the
company's commercial paper program and may also be used to
fund short-term fluctuations in working capital and other gen-
eral corporate requirements. In addition, the company has a
$1 billion shelf registration in effect, which covers debt securi-
ties with a range of maturities at either fixed or variable rates. At
December 31, 1995, there was $705 million outstanding under
the commercial paper program and bank credit facility, and no
securities were issued under the shelf registration.

The company’s ratio of debt to total capitalization, defined
as total debt to total debt plus equity, increased to 29% at
December 31, 1995 from 26% at December 31, 1994, as a result
of the issuance of commercial paper to fund certain of the com-
pany’s business acquisitions and investments in ventures and
developing markets. On September 30, 1994, the company
issued 108.5 million shares of Class A common stock to BT for
$3.5 billion in cash, which caused the company’s debt to total
capitalization ratio to decrease to 26% at December 31, 1994
from 35% at December 31, 1993,

MCt COMMUNICATIONS CORPORATION AND SUBSIDIARIES



14

INCOME STATEMENTS

Ye: ‘ed December 31,

tl ions, except per share amounts)

REVENUE ..o e i e e

OPERATING EXPENSES

TeleCOMMUNICALIONS .. ... . ettt et e
Sales, operations and general ...
Depreciation ... ... ... i
AsSSet WEIte-dOWI . ... L e

TOTAL OPERATING EXPENSES .. ... ... i

INCOME FROM OPERATIONS ... e e e
Interestexpense ............ooooiiiiiiiln, N e
Interest income ................ e
Other expense, net ............. B
Equity in income (losses) of affiliated companies ........... e

INCOME BEFORE INCOME TAXES AND EXTRAORDINARY ITEM ....... e
Income tax Provision ... .. ... . e

Income before extraordinary item ......... .. .. ...
Extraordinary loss on early debt retirements, less applicable tax benefit of $26 million ...

NETINCOME ........ ... ciiiiiiinin... e e
' lendsonpreferredstock ........ ... oo

EARNINGS PER COMMON AND COMMON EQUIVALENT SHARES

Income before extraordinaryitem ......... ... .. ... ...
Loss on early debt retirements ... e

TOtal

Sce accompanying Notes 1o Consolidated Financial Statements.
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1995 1994 1993
515,265 $13,338 $11,921
7.813 6,916 6,373
4,506 3,790 3,310
1,308 1,176 970
520 - -
13,147 11,882 10,653
1,118 1,456 ° 1,268
(149) (153) (178)
147 50 8
(32) (69) (s1)
(187) (4) (2)
897 1,280 1,045
349 485 418
548 795 627
- - 45

$ 548 $ 795 $ 582
- ] 1

$ 548 $ 794 $ 58]
$ .80 $ 1.32 $ 112
- - (.08)

$ .80 $ 1.32 $ 1.04
687 604 562
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BALANCE SHEETS
December 31, ; 1995 1994
(In millions)
ASSETS
CURRENT ASSETS
Cash and cash equIvalents ... ... . .ol S 471 $ 1,429
Marketable SECUTIHES ... ...\ u oottt et 373 839
Receivables, net of allowance for uncollectibles of $260 and $226 million ... 2954 2,266
ORRET CUFTEME ASSELS ... oot o ettt oo m e s s h e s s s m s st s s s 749 354
TOTAL CURRENT ASSETS . ... o e 1547 4,888
PROPERTY AND EQUIPMENT
CommUNICAtions SYStEM IR SEFVICE .. ... ...t ittt 11,318 9,766 -
Furniture, fixtures and €QUIPMENT .. ... .. ...oooriian it 2,432 1,974
) OTRET PIOPEITY . ..ottt et e ettt e e s e e e s s s s . 493 478
TOTAL PROPERTY AND EQUIPMENT ... . e 14,245 12,218
) - <Accumulated dEPreCiation ...................c.ooooiiiiiiiiano (5,238) (4,349)
) CONSEIUCTION iM PPOZIESS . ..ottt ettt enn i an s sss s e e s s s s s st et 1,304 1,190
TOTAL PROPERTY AND EQUIPMENT, NET . ... i 10,309 9,059
OTHER ASSETS
Noncurrent marketable SECUTTtES . ... ... ... .. oottt s e - 824
Other assets and deferred charges, net ................oooiiiiiiiiii 469 293
Investment in affliates . ... . ... oo e 495 199
Investment in NEWSs COTP. - .. uuiniata ettt et e ittt st 1,000 -
GOOAWIIL, MOt - ..ottt ittt et e 2,481 1,103
. TOTAL OTHER ASSET S .ttt ii ittt ittt e et e s e et e ia e asen s st e sne e 4,445 2,415
TOTAL ASSET S ..ottt et et e et et e e e e e i $19,301 $16,366
LIABILITIES AND STOCKHOLDERS' EQUITY
) CURRENT LIABILITIES
. Accounts payable . ........ ... S 706 $ 609

Accrued telecomMMmUNICAtIONS EXPEMSE . ... ... oo ittt e et 1,936 1,505
Other accrued Labilities . ... ... i i e e 1,728 893
Long-term debt due within One year ............ ... 500 130
i TOTAL CURRENT LIABILITIE S .. .. it e e e 4,870 3,137
NONCURRENT LIABILITIES
Long—termdebl.A..........................‘......,....: ............................................... 3444 2,997
Deferred taxes and OUher . . ... ..o o e e 1.385 1,228
TOTAL NONCURRENT LJABILITIES L. e e 4,829 4,225
STOCKHOLDERS' EQUITY '
Class A common stock, $.10 par value, authorized 500 million shares, issued 136 million shares ....... 14 14
Common stock, $.10 par value, authorized 2 billion shares, issued 593 and 592 million shares ......... 60 60
Additional paid in €apital .. ... . ... 6,405 6,227
Retained EATMINES .. ... ..eiie ottt et e et e e 4,063 3,548
Treasury stock, at cost, 43 and 48 million shares ............ DR (940)) (845)
TOTAL STOCKHOLDERS EQUITY ..o e e 9,602 9,004
TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY ... ... e $19.301 $16,366

See accompanying Notes to Consolidated Financial Statements.
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|  STATEMENTS OF CASH FLOWS

- ended December 31, 1995 1994 1993

n milhons)

——

| OPERATING ACTIVITIES _

Receipts from customers ... PR $ 14786 $ 13,298 $11,546 [

" Payments to suppliers and employees ........... ... ... (11,453) (10,472) (9.106) ,

| Taxes Paid ... (410 (393) (321) !

} Interest paid ... {113) (100) (150)

1 TREEFESt TECEIVEA ..o oottt e e e e e e e 169 22 9

CASH FROM OPERATING ACTIVITIES .. .. . e 2979 2,355 1,978

|

© INVESTING ACTIVITIES

\ Capital expenditures for property and equipment ... (2.866) (2,897) (1,733)

\' Purchases of marketable securities . ... ... . . e (4,630) (4,096) -

Proceeds from sales and maturities of marketable securities . ............... ... ... 5,930 2,424 3

: Acquisition of businesses,.r;et ofcashacquired ....... .. ... . ... (1,243) (110) 5

; Investment in News COPP. ... .. oo e (1,000) - -

\ Tavestment in aflates ... (494) (174) (13)

| OMREE, 1MET ... oottt I (64) (21)

3 CASH USED FOR INVESTING ACTIVITIES ... ... . e (4,292) (4,917) . (1,759)

J NET CASH FLOW BEFORE FINANCING ACTIVITIES ... .. .. i (1,313) {2,562) 219

FINANCING ACTIVITIES

; suance of Senior Notes and otherdebt ................ ... ... - 939 756

wment of Senior Notesand otherdebt ......... ... ... ... (305) (246) (1,468)

| ~ommercial paper and bank credit facility activity,net....................... 702 - {239) (497)

‘ Issuance of preferred stock . ... . - - 830

| Issuance of Class A common Stock ........... oo i i - 3,510 -

11 Issuance of common stock for employee plans ........... e 275 248 319

Payment of dividends on common and preferred stock ....................... L (33) (32) (28)

Purchase of treasury stock ... . ... ... (284) (354) (198)

| CASH FROM (USED FOR) FINANCING ACTIVITIES ... ..o\ oot 355 3,826 (286)

Net (decrease) increase in cash and cash equivalents ........... ... ... ... ... ... {958) 1,264 (67)

‘ Cash and cash equivalents at beginning of year ................... ... 1,429 165 232
CASH AND CASH EQUIVALENTS ATEND OF YEAR ... ... .. ... ... i .. $ 471 $ 1429 $ 165

RECONCILIATION OF NET INCOME TO CASH FROM OPERATING ACTIVITIES:
Netincome ... ... .. ... B S MR S 795 $ 582

Depreciation and amortization ... ... .o 1.367 1,230 1,019
Asset wrile-dOWN oo 320 - -
Equity in (income) losses of affiliated companies ................ ... 187 4 2
Deferred income tax provision ... 1444 269 253

Net change in operating activity accounts other than cash and cash equivalents,
net ot effects of acquisition of businesses:

Receivables o {442) (135) {(370)
Operating accounts payable ... ... ... . 57 36 (68)
Other operating activity acCOUNES .. ... ..o oottt e 398 156 560
CASH FROM OPERATING ACTIVITIES . ... oot S 2979 $ 2,355 $ l£7_8_
[
Sece accompanying Notes to Consolidated Fingncial Statements.
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{in millions)

BALANCE AT DECEMBER 31.1992 .................
Common stock issued for employee i
stock and benefit plans (23 million shares) ......
Tax benefit of common stock transactions
related to employee benefitplans ............. ..
Net INCOME .ottt
Common and preferred dividends .................
Convertible preferred stock issued ........... ... ..
Stock split effected in the form of a 100%
stock dividend ................... .
Treasury stock purchased (8 million shares) ........
- BALANCE AT DECEMBER 31,1993 .................
Class A common stock issued (136 million shares)
and preferred stock converted ...... s
Common stock issued for employee
stock and benefit plans (18 million shares) ... ...
Tax benefit of common stock transactions
related to employee benefitplans ................
Change in unrealized loss on marketable securities .
Netincome ................... e
Common and preferred dividends .................
Treasury stock purchased (15 million shares) .......

BALANCE AT DECEMBER 31,1994 .................
Common stock issued for employee

stock and benefit plans (18 million shares) ......
Tax benefit of common stock transactions

related to employee benefitplans ............ ...
Acquisition of business (.8 million shares) .........
Change in unrealized loss on marketable securities .
Netincome ... ..
Common stock dividends .................. ... ...
Treasury stock purchased (13 million shares) .. .. ...
BALANCE AT DECEMBER 31, 1995

See accompanying Notes to Consolidated Financial Statements.

MC1 COMMUNICATIONS CORPORATION AND SUBSIDIARIES

STATEMENTS OF STOCKHOLDERS' EQUITY

Class A Agdivommal Treasury Stock:
Preferred Common Common Paid in Retained Stock, holders’
Stock Stock Stock Capital Earnings at Cost Equity
- - $ 30 $1.479 $2,231 $(590) $3,150
- - - 179 - 160 339
- - - 36 - - 36
- - - - 582 - 582
- - - - {28) - (28)
$1 - - 829 - - 830
- - 30 (30) - - -
- -~ - - - (196) (196)
1 - 60 2,493 2,785 (626) 4,713
(1) $14 - 3,496 - - 3,509
- - - 180 - 124 304
- - - 63 - - 63
- - - (5) - - (5)
- - - - 795 - 795
- - - - (32) - - (32)
- - - - - (343) (343)
- 14 60 6,227 3,548 (845) 9,004
- - - 132 - 18y AR
- - - 23 - 2>
— - - &) — 16
= - - - RER ARAN
- - - - (3% i 33
- - - - 1284 BB
S - Sid $ 60 $6,405 S$4,063 S{U40: S92
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

N 1. SIGNIFICANT ACCOUNTING POLICIES

NATURE OF OPERATIONS

The company operates predominantly in a single industry
segment. the telecommunications industry, which consists of a
wide range of telecommunications services to residentiai and
business customers, including domestic and international long
distance voice and data services, wireless, teleconferencing and

electronic messaging services.

USE OF ESTIMATES IN PREPARATION OF FINANCIAL
STATEMENTS
The preparation of financial statements in conformity with
generally accepted accounting principles requires management
to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent
assets and liabilities at the date of the financial statements and
the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those

~ estimates. Estimates are used when accounting for revenue,
allowance for uncollectible receivables, telecommunications
expense, depreciation and amortization, reorganization accru-
als and asset write-downs, employee benefit plans and taxes.

CIPLES OF CONSOLIDATION
1ne financial statements include the consolidated accounts of
MCI Communications Corporation and its majority-owned
subsidiaries (collectively, the company) with all significant
intercompany transactions eliminated.

REVENUE

The company records as revenue the amount of communica-
tions services rendered, as measured primarily by the minutes
of traffic processed, after deducting an estimate of the traffic
which will be neither billed nor collected. Service discounts
and incentives are accounted for as a reduction of revenue
when granted or, where a service continuation contract exists,
ratably over the contract period. Revenue from information
technology services is recognized, depending on the service
provided, on a percentage of completion basis or as services
and products are rendered or delivered.

CASH AND CASH EQUIVALENTS

Cash equivalents consist primarily of certificates of deposit,

securities of the U.S. Government and its agencies and corpo-

rate debt securities all having maturities of ninety days or less

when purchased. The carrying amount reported in the accom-
ving balance sheets for cash equivalents approximates fair
e due to the short-term maturity of these instruments.

MC1 COMMUNICATIONS CORPORATION AND SUBSIDIARIES

At December 31, 1995 and 1994, checks not yet presented for
payment of $248 million and $192 million in excess of cash
balances, respectively, were included in current liabilities. The
company had sufficient funds available to cover these out-
standing checks when they were presented for payment.

INVESTMENTS
Investments in marketable securities at December 31, 1995 and
1994 are classified as available for sale and are reported at fair
value in accordance with Statement of Financial Accounting
Standards No. 115 {(SFAS 115), “Accounting for Certain Invest-
ments in Debt and Equity Securities.” The fair values are based
on quoted market prices, and any holding gains and losses are
excluded from earnings and reported as a net amount in addi-
tional paid in capital until realized. Realized gains and losses
are recorded in the income statement and the cost assigned to
securities sold is based on the specific identification method.
The company uses the equity method to account for invest-
ments in entities in which it has less than a majority interest
but can exercise significant influence. These investments are
classified on the accompanying balance sheets as investment in
affiliates. Under the equity method, the investment, originally
recorded at cost, is adjusted to recognize the company’s share
of the net earnings or losses of the affiliates as they occur,
rather than as dividends or other distributions are received,
limited to the extent of the company’s investment in, advances
to and guarantees for the investee. The company’s share of net
earnings or losses of affiliates includes amortization of pur-
chase adjustments. Other investments in which the ownership
is less than 20% and the company does not exercise significant
influence are recorded at cost. The company’s investment in
News Corp. is recorded under the cost method.

PROPERTY AND EQUIPMENT

The investment in communications system is recorded at cost
and includes material, interest, labor and overhead. The costs
of construction and equipment are transferred to communica-
tions system in service as construction projects are completed
and/or equipment is placed in service. Depreciation is record-
ed commencing with the first full month that the assets are in
service and is provided using the straight-line method over
their estimated useful lives. A majority of the company’s
communications system assets are grouped in like pools for
depreciation purposes. For these asset groups, the cost of
equipment retired in the ordinary course of business, less pro-
ceeds, is charged to accumulated depreciation. The company
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pcriodically reviews and adjusts the useful lives assigned to
fixed assets to ensure that depreciation charges provide
appropriate recovery of capital costs over the estimated physi-
cal and technological lives of the assets. The weighted average
depreciable life of the assets comprising the communications
system in service approximates 10 vears, Furniture, fixtures
and equipment are depreciated over a weighted average life of
6 years and includes computer and data center equipment
along with other administrative assets. Other property
includes land, buildings and leasehold improvemnents. Lease-
hold improvements are depreciated over the shorter of the life
of the cquipment or the lite of the lease. Buildings are depreci-
ated using lives of up to 35 years. Maintenance and repairs are
charged to expense as incurred.

- -CAPITAL LEASES’
Certain of the company’s lease obligations meet the criteria of
a capital lease. These obligations are recorded at the present
value of the future lease payments, including estimated bar-
gain purchase options, discounted at the approximate interest
rate implicit in each lease. Amounts are depreciated over the
estimated useful lives of the equipment, which are generally
longer than the terms of the leases. Leases not capitalized are
primarily for land on which communications equipment is
located and for administrative facilities, including office build-
ings, vehicles, certain data processing equipment and office
equipment.

OTHER ASSETS AND DEFERRED CHARGES

Included in other assets and deferred charges are unamortized
customer discounts and service incentives, right-of-way agree-
ments with third parties, purchased subscriber base, deferred
advertising costs-and debt issuance costs. Deferred customer
discounts and service incentives are amortized over the life of
the specific contract to which they relate; also included are
amounts recoverable under long-term customer service con-
tracts, which are amortized over the contract period. Right-
of-way costs are amortized as the assets are placed in service,
over the lesser of the remaining term of the agreements or 25
years. Purchased subscriber base is amortized over the period
benefited. In accordance with Statement of Position 93-7,
“Reporting on Advertising Costs,” certain advertising costs are
deterred and amortized over the period benefited. Debt

issuance costs are amortized over the life of the applicable debt.

MC) COMMUNICATIONS CORPORATION AND SUBSIDIARIES

GOODWILL

Goodwill represents the excess ot the cost to acquire sub-
sidiaries over the estimated fair market value of the net assets
acquired. These amounts are amortized using the straight-hne
method over lives ranging from 10 to 40 years. Accumulated
amortization at December 31, 1995 and 1994 was $172 million
and $131 million, respectively. The company periodically
evaluates the realizability of goodwill based upon proiected
undiscounted cash flows and operating income for each
subsidiary having a material goodwill balance. The company
believes that no impairment of goodwill existed at December
31, 1995.

FOREIGN EXCHANGE CONTRACTS AND INTEREST RATE SWAPS
The company enters into foreign exchange contracts and
interest rate swap agreements to hedge its foreign currency
risks and reduce its interest rate exposure (see Note 9). While
the company does not engage in speculation, it is exposed to
market rate risk in the event of nonperformance by the other
parties to the agreements. The company manages credit risk
by regularly monitoring and evaluating the counterparties. At
December 31, 1995, the fair values of and potential risk of loss
on these agreements were not material.

INCOME TAXES

The company files a consolidated federal income tax return on
a March 31 fiscal year end. Deferred income taxes are provided
on transactions which are reported in the financial statements
in different periods than for income tax purposes. Income tax
benefits of tax deductions related to common stock transac-
tions with the company’s employee benefit plans are recorded
directly to additional paid in capital. General business credits
are accounted for by the flow-through method.

EARNINGS PER COMMON AND COMMON EQUIVALENT SHARE
Earnings per common and common equivalent share amounts
are based on the weighted average number of shares of com-
mon stock outstanding during each year, adjusted for the
effect of common stock equivalents arising from the assumed
exercise of stock options, it dilutive, and the assumed conver-

" sion of the Series D convertible preferred stock in 1993. Fully

diluted earnings per share are not materially different from
primary earnings per share.

RECLASSIFICATION
Certain prior vear information has been reclassified to con-
form 10 the current year presentation,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS conminued

OTE 2. 1995 SPECIAL CHARGES

During the third quarter of 1995, the company implemented
a reorganization designed to increase efficiency, enhance
marketplace effectiveness and improve business focus. The
reorganization was largely in response to the rapid changes
in business scope, technology and regulation affecting the
telecommunications industry. The company consolidated its
core business and centralized major administrative functions.
The core business includes network operations, information
systems and the former Business Markets and Consumer
Markets groups. In connection with this reorganization and
in response to other third quarter 1995 events, the company
recorded special pretax charges of $831 million, which were
compfised of the following three major components.

The company recorded a $520 million charge for an asset
write-down, which reflected a decline in value of certain of the
company’s assets caused by changes in the business and tech-
nology strategy. The write-down primarily related to
communications systems and administrative assets that have
become redundant or were no longer aligned with strategic
product offerings. The amount of the write-down was mea-
sured in conformity with the Statement of Financial Account-
ing Standards No. 121, “*Accounting for the Impairment of
.ong-Lived Assets and for Long-Lived Assets to Be Disposed
Of,” which the company adopted in the third quarter of 1995.
Under this standard, charges were taken for the difference
between the current carrying value and the estimated fair
value of such assets at the expected disposal date. In the com-
pany's case, the fair value of most of the assets covered by this
write-down was deemed to be salvage value. Disposal or aban-
donment of substantially all of these assets occurred by
December 31, 1995.

The company also recorded a $216 million charge in sales,
operations and general expenses, which related primarily
to reorganization costs. These costs included approximately
$50 million of severance associated with a workforce reduc-
tion, $55 million of lease obligations and penalties associated
with vacating facilities, and $45 million of costs to modify and
ternunate contracts associated with changes in the business
organization and strategic product offerings. The remainder of
the charge included other costs associated with the company's
business reorganization and certain legal costs. The company
expects to reduce its workforce by approximately 2,800

MC1 COMMUNICATIONS CORPORATION AND SUBSIDIARIES

employees, of whom approximately 2,400 had left the compa-
ny at December 31, 1995. The remaining employees are
expected to leave during the first half of 1996. The terminated
employees, which included management and nonmanage-
ment, were primarily sales, support and systems engineering
personnel located at business administrative and operations
sites. The company abandoned excess and duplicate facilities
at various business and operations locations due to automa-
tion, workforce reductions and centralization.

As of December 31, 1995, the company had incurred
$55 million of the accrued reorganization costs with the
majority of the remaining costs to be incurred during 1996.
The remaining accrual is primarily comprised of costs associ-
ated with lease obligations, severance, modification and
termination of contracts, other business reorganization costs
and certain accrued legal costs. The reorganization accrual is
charged when applicable severance payments are disbursed, or
when rental expense is incurred or lease termination costs are
disbursed, or when contract settlements are completed and
payment is disbursed. Other costs are charged as incurred.
Cash expenditures for these expenses were and will continue
to be funded from cash from operations.

In addition, the company recorded a charge of $95 million
in equity in income (losses) of affiliated companies, which
related to several investees where restructuring plans were
implemented in the third quarter of 1995 or where product
offerings were not expected to generate future cash flows
sufficient to recover current carrying values.

NOTE 3. ACQUISITIONS

In September 1995, the company completed its acquisition of
Nationwide Cellular Service, Inc. (Nationwide), a provider of
cellular phone service, for approximately $210 million. In
November 1995, the company acquired all the outstanding
shares of SHL Systemhouse Inc. (SHL), a Canadian corpora-
tion which provides information technology services to
commercial and government enterprises, for U.S. $13 per
share or approximately U.S. $1.13 billion. These acquisitions
have been accounted for as purchase business combinations
and, accordingly, the net assets and results of their operations
have been included in the company’s financial statements
since the acquisition dates. Acquisition costs have been allocat-
ed to the fair value of assets acquired, including intangibles,
and liabilities assumed. The total assets acquired, including
excess of cost over net assets acquired, for these and other less



